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FOREWORD

on August 31, 1982, the U.S. General Accounting Office issued
to the Chairman, House Committee on Appropriations, a report enti-
tled "Analysis of Options for Aiding the Homebuilding and Forest
Products Industries"” (GAO/CED-82-~121) . The report analyzed the
causes of the current downturn in housing construction and compared
a broad sample of homeownership and rental housing stimulus propos-
als in terms of their feasibility, speed of implementation, impact
on construction and employment, and cost effectiveness. A special
analysis of the problems of the forest products industry was also
presented.

In conjunction with that effort, on June 29, 1982, GAO con-
ducted a symposium on countercyclical stimulus for multifamily
housing. During that symposium, a large number of the Nation's
leading housing experts discussed the key countercyclical housing
stimulus issues and evaluated the most significant options for aid-
ing the homebuilding industry. This report contains a summary of
the day's proceedings as well as the papers presented at the
symposium. ‘
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INTRODUCTION

The homebuilding industry is in the fourth year of a deep
recession. Construction starts in 1981 reached their lowest levels
since 1946, with little relief in sight. Unemployment among con-
struction workers accounts for one-tenth of the Nation's jobless
total and is twice the national average. This is particularly dis-
turbing since problems in the homebuilding industry affect other
sectors of the economy. In particular, the housing recession has
depressed the forest products industry, where production and
employment have declined since 1978.

In an April 26, 1982, letter to us, the Chairman, House
Committee on Appropriations, expressed concern over the Nation's
continuing economic recession. The chairman stated that the pro-
tracted recession in the housing industry and the effect of mone-
tary and fiscal policies on interest rates were of major importance
to the Nation's economic health and requested us to conduct two
comprehensive reviews dealing with these issues. The first review
was to involve an assessment of existing Federal policies relating
to home construction, including a discussion of alternatives for
reviving the homebuilding and forest products industries. The
second review was to be an analysis of the Nation's monetary and

fiscal policies, including suggestions for change. 1/ This

1/"Analysis of Options for Aiding the Homebuilding and Forest Prod-
ucts Industries" (GAO/CED-82-121, August 31, 1982); "An Analysis

of Fiscal and Monetary Policies" (GAO/PAD-82-45, Aug. 31, 1982).



symposium was held as part of the housing and forest products study
and the papers presented here formed an important part of our‘
research.

The homebuilding industry is important to the Nation's overall
economic well-being for several reasons. Residential construction
is a major industry, usually accounting for 4 to 5 percent of the
gross national product (GNP). Before the current recession, it
provided employment for about 3 million workers. The level of
homebuilding affects other industries, including lumber, masonry,
steel, glass, and consumer durables. For example, softwood lumber
used for residential construction declined from 18.5 billion board
feet in 1978 to 9.4 billion board feet in 1981. At its peak, resi-
dential construction has consumed over 40 percent of the Nation's
softwood lumber output. Finally, the homebuilding industry has
tended to behave countercyclically--that is, to counterbalance the
ups and downs of the economic cycle. Historically, the industry
has often preceded the rest of the economy into both recessionary
downturns and periods of growth.

Homebuilding has often behaved countercyclically because of
its sensitivity to the cost and availability of credit, coupled
with its size and effects on other economic sectors. During
inflationary periods the demand for credit rises, driving up
interest rates. This is often accompanied by restrictive monetary
policy, which is designed to reduce inflation by further tightening
the availability of credit. Because both the homebuilder and home

buyer rely heavily on credit, the result is a housing downturn



which spreads to other gsectors of the economy. The general eco-
nomic downturn which follows usually has been accompanied by easier
credit conditions and lowered interest rates. As this occurs, the
housing industry revives rapidly and leads the way out of the
recession. Although this pattern has been characteristic of pre-
vious recessions, financial deregulation and a variety of changes
in the economy have led many people to doubt that the present
homebuilding cycle will follow the historical pattern.

Concern over the crisis in homebuilding has given rise to
intense debate over what actions, if any, the Federal Government
could or should take to aid the troubled industry. Not everyone
is in agreement as to what should be done. The administration,
for example, has stated that there can be no sound and stable
housing industry without a sound and stable economy. It rejects
short-term emergency Government intervention on the grounds that
it would likely fuel inflation and thereby harm the economy as a
whole. The administration and others have pointed out that housing
is only one of many industries that are currently feeling the
impact of the Nation's economic recession, and they question why
one industry should be singled out for help when so many others are
likewise hurting.

Many members of the Congress and some industry groups feel
differently--that the economy is dependent to a large degree on
homebuilding and that to provide aid to homebuilding will be
beneficial to the economy as a whole. Many different proposals

have thus been advanced and are being contemplated. They vary



widely in terms of their probable effectiveness, cost, and ease
of implementation.

When approaching the topic of countercyclical stimulus to
rental housing, one is immediately faced with the irony that
although homeownership subsidies may be the better prospect for
quick stimulus to the housing industry, preserving and adding to
the stock of moderately priced rental housing may be the more
urgent housing need during the next decade and that low- and
moderate—-income renters are generally in greater housing need.

Homeownership has become the dominant form of tenure for
American households, but its popularity and demand have also
helped drive up the cost of land, labor, and materials for
rental housing. The tax deductibility of mortgage interest
coupled with home appreciation has opened a substantial gap
between the attractiveness of ownership versus rental housing,
thus depressing the value of rental housing relative to owner-
occupied housing. This has created a strong incentive to convert
units, where possible, from rental to owner-occupancy. Little
incentive exists to develop additional rental units except where
the demand for rental housing is unusually strong.

In spite of major gains in the quantity and quality of the
rental housing stock over the last 20 years (much of it encouraged
by Government programs), the rental housing stock is no longer
growing quickly and much of the moderately priced stock is in need
of repair. Many low- and moderate-income households cannot easily

afford their present rents, let alone those needed to provide



adequate investment returns for new rental housing or to support
renovation. Recent sharp increases in the real cost of ownership
will put added pressure on the rental stock as many choose renting
over buying. However, the gap between rents needed to encourage
development and what tenants can or will pay will make it diffi-
cult for the market to respond with additional rental housing.
Although rent levels are currently rising somewhat and recent tax
law changes are encouraging investment in existing rental housing,
these trends are unlikely to help low- and moderate-income renters
who will be less able to afford increasing rents and are also
unlikely to induce new construction.

Rental housing developers are highly sensitive to factors
other than financing costs, such as inflation in operating costs
and the ability to pass these on in rents, which affect cash flows
and the after-tax return on investment. These circumstances, in
turn, probably preclude any rapid construction response to shallow
stimulus proposals for rental housing. There are, however, several
kinds of rental housing activity which have the potential to
respond quickly to stimulus, but which have generally not been the
subject of full-scale Federal intervention. These are the

--conversion of buildings from nonresidential to resi-

dential use or subdivision of larger housing units
into smaller rental units,

--development of small rental buildings with a few units

where the development and construction process is similar

to single-family housing,



--moderate rehabilitation of rental housing in substandard

condition, and

-=-conversion of unsold ownership housing to rentals.

These are probably the areas in which the private market
will attempt to respond to rental needs without Government assist-
ance and which are most likely to provide reasonably priced
rentals affordable by many moderate-income households. Federal
subsidies in these areas could be used as leverage to assure some
continued availability of such housing to low- and moderate-income
households.

Past research has also shown that subsidized substantial
rehabilitation is more costly 1/ and clearly less effective per
dollar in adding to the stock than new construction. Therefore,
we attempted to focus the proposals analyzed in our symposium on
less costly, more rapid kinds of development which would still
serve the longer term housing needs of the Nation.

Regardless of whether new construction or rehabilitation is
undertaken, a subsidy program which allows occupancy by nonneedy
households should probably provide as shallow a subsidy as
possible. A subsidy which is too shallow may have no effect at
all, but deep subsidies encourage expensive construction and
wasteful rehabilitation, meaning higher rents and much less chance

of availability to moderate-income renters in both the short and

l/“Section 236 Rental Housing--An Evaluation With Lessons for

the Future" (PAD-78-13, Jan. 10, 1978), p. 121.



long term. Better units will be much more likely to be converted
to ownership in the future.

EVALUATION CRITERIA

In this symposium we analyzed proposals to spur new construc-
tion and rehabilitation of rental housing through a variety of
loans, grants, and tax incentives. The major criteria used for
comparing the proposals were:

--adequacy of builder incentives,

--speed of implementation and market response,

., --cost to the Government,

--targeting, and

--likelihood of substitution.

THE PROPOSALS ANALYZED

The proposals we analyzed were suggested by a variety of
housing experts, Department of Housing and Urban Development
(HUD) officials, lobbyists, builders, and other researchers.
Some proposals which seemed totally unworkable or ineffective in
the short run were eliminated, while others were altered to bet-
ter target them and to limit their costs. All proposals would
require that at least 20 percent of the units be set aside for
low- and moderate-income households. Several bar conversion to
condominiums for a period of 15 years, which should be considered
in any rental subsidy program. All proposals analyzed required
start of construction after program initiation and completion
before January 1, 1984.

The following table summarizes the characteristics of each
of the multifamily rental housing proposals, including subsidy
and recapture mechanisms, mortgage limits, targeting provisions,

and other features.



Stimulus Proposals for Multifamily Rental Housing

Basic Subsidy Mortgage or Time Household Other
Mechanism Recapture | Subsidy Limits | Targeting Targeting Provisions
Shallow 4% Interest | 15 Years, $40,000/Unit | Start After | 20% Unitsto | New Construction;
Tandem Rate Full Principal Passage Households | Substantial
Reduction and Interest But Before| Under 80% | Rehabilitation;
by GNMA at Treasury 6/30/83 of Median Conversion to
Discount Rate Income Residential Use
Interest Loan for 4% | 15 Years, “Modest Same as Same as Same as
Reduction Interest Recapture Design”’ Tandem Tandem Tandem
Loan Reduction; Limited to $40,000/ Unit
Second Lien | 60% of
Increase in
Value
Mortgage Tax-Exempt None None Same as Same as 15-Year or Longer
Revenue Bonds Tandem Tandem Ban on
Bonds Conversion to
Condominiums
Investment | 10% Credit None. Could | $4,000/Unit Same as Same as None
Tax Credit to Developers | Require Tandem Tandem
Reduced
Basis and
Recovery
Through a
Capital Gains
Tax
Rental Grants to Recapture No Direct None Same as “’Severe Rental
Housing State & Local | Encouraged Limits Tandem Shortage’’;
Assistance Governments | But Not Although Overcrowding;
Grants Mandatory Limits Would Substandard
S.2171 Probably Be Housing;
Advisable to Eligible
Control Cost Households
UDAG Competitive None $10,000/Unit | Same as Same as 15-Year Ban on
Housing Awards Specified ($5,000/Unit | Tandem Tandem Conversion to
Supplement National Condominiums
Average)
Accelerating | Increases None None Second Section 8 None
Pipeline Allowable Half of
{Chiefly Rents & 1982
Section 8) Subsidies
(FAF)
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Shallow Tandem

The shallow Tandem program would enable developers to borrow
funds for rental housing projects at significant discounts, which
would be absorbed initially by the Government National Mortgage
Association (GNMA). Such discounts would then be repaid by bor-
rowers when a project is eventually sold or refinanced. More
specifically, monthly payments on these discounted loans would be
pased on a sufficiently low rate of interest (not lower than 1l
percent) to provide satisfactory debt service coverage from
operating revenues of newly developed projects. A balloon pay-
ment large enough to recover the discount absorbed by GNMA at the
time of origination, plus deferred interest on the discount, would
be required after 15 years or if projects were sold or refinanced.
Because this proposal requires that the initial discount is to be
repaid with interest, there may be little or no direct subsidy
associated with this proposal.

Interest reduction loan

The interest reduction loan proposal is similar to the shallow
Tandem approach; however, it involves an explicit subsidy to devel-
opers. Essentially, developers would make first mortgage loans
at current interest rates and simultaneously make second mortgage
loans equivalent to one-third of interest requirements on the first
mortgages. These second mortgages would be made available as long
as current interest rates exceed 14 percent. Interest costs on the
gsecond liens would be compounded at the Government borrowing rate
but would be deferred and become due as a balloon payment after

15 years, or sooner if projects are sold or refinanced. However,

11



amounts due on such second liens would not exceed 60 percent of
the appreciation of value in excess of cost of projects developed
under this program. Because of this limitation, some portion of
the subsidy is likely not to be recovered.

Tax-exempt mortgage revenue bonds (MBR's)

Although tax-exempt MRB's currently provide below-market
financing for rental housing, the 1980 Mortgage Subsidy Bond Act
reduced their usage by imposing stringent income targeting. Fur-
ther, the slow issuance of regulations by the Department of the
Treasury has discouraged use of these bonds. This proposal
suggests the following changes in the act: (1) assisted projects
could convert to condominiums once half the subsidy period has
expired (but not in less than 15 years), (2) the definition of
target areas in which restrictions are relaxed would expand to
include those where there is a continuing crisis of affordable
mortgage credit which jeopardizes the housing industry, and (3)
tenant income limits would be increased from 50 percent to 80 per-
cent of area median income (this restriction applies to only 20
percent of the units).

Investment tax credit

This proposal provides a 10 percent investment tax credit on
direct project costs (in excess of land cost) to developers of
rental housing. However, the investment tax credit proposal would
limit these credits to $4,000 per unit constructed. This is the
only proposal considered that would utilize a direct reduction in

taxes as an incentive to stimulate production.
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Rental rehabilitation

Rental rehabilitation could be used as another approach for
stimulating rental housing. Under the Urban Development Action
Grant (UDAG) program, developers could obtain grants for up to
$10,000 per unit. Subsidies would average $5,000 for the program
as a whole, however. All UDAG regulations regarding matching
private financing and neighborhood targeting would still apply
in establishing whether such grants should be made. A second
option in this direct grant approach is patterned after S.2171. l/
It would provide funds for loans, grants, interest reduction pay-
ments, and land acquisition grants to be made by State and local
housing agencies. Projects selected for subsidies under the latter
proposal would be based on a number of considerations including
elimination of housing shortages, project cost, neighborhood
development, and the likelihood of loan repayment. HUD officials
advised us that they planned to support some form of rental
rehabilitation program.

Section 8 pipeline

The section 8 pipeline involves increasing the financial

adjustment factor (FAF) for section 8 projects which have HUD

1/For a detailed analysis of this bill as originally introduced,
see CED2-158, letter report to Senator Christopher J. Dodd,
April 13, 1982. The rental rehabilitation proposal now being

considered by Congress is substantially different.
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contract rent commitments, but not firm financing commitments.
Funding commitments were lacking primarily because of high tax-
exempt bond interest rates, which, in turn, resulted in high debt
service requirements relative to fair market rents currently
allowed by HUD on such projects. Increasing the FAF would amount
to a higher rental subsidy commitment from HUD, thereby enabling
higher debt service commitments to be covered from current operat-
ing revenues. This would allow development of more section 8

projects currently in the HUD-approved “pipeline."
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